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Abstract 
Succession planning in small to medium size enterprises (SMEs) is no longer a 
macro economical problem. SMEs that are expected to sell within the next five to ten 
years employ over 2 million Canadians and account for roughly 15% of the GDP. As 
many SME owners reach the common age of retirement, many do not have anyone to sell 
their businesses to. This project will argue that many times the solution is within the 
company, and that with proper planning the owner can realize his or her return on 
investment by selling to the top management team. 
A literature review was conducted to understand the how to create a team that an 
owner can trust to manage his business, and then to analyze the step-by-step processes of 
initiating and completing a management buy-out. This project uses a case study of a local 
company to create a physical example of what type of company might see the most 
success from a management buy out, and how that company should go about initiating 
one. It concludes by examining the ideal positions for the successful management team, 
how the debt structure may theoretically look, and what the implications will likely be for 
the vendor and the management team. 
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Chapter 1: Introduction 
The purpose of this project is to determine the most strategic succession plan and 
exit strategy for the owner and president of Northern Printers and Stationers (NPS), John 
Davis. Northern Printers and Stationers has four locations in Northern British Columbia. 
For the purposes of anonymity, these locations will be known as Location A, B, C, and 
D. Locations A and B are situated in the same city. Mr. Davis is a second-generation 
family owner. He is now nearing age 59 and intends to retire in the next four to five 
years. There are no children in the third generation who wish to carry on the family 
business. This paper will discuss NPS's business model, industry attractiveness, current 
management situation, and valuation. Challenges facing the company in developing a 
successful exit strategy will also be uncovered and examined. The literature review will 
assess the options available to Mr. Davis in selling his firm and conclude with 
recommendations. 
This project has five chapters. Chapter 2 will describe the objectives of the 
project. It defines the options available to NPS, and why they are not suitable for the 
company. The chapter also includes the data and methodology of the project, describing 
the precautions taken by the author to disguise the company. 
Chapter 3 contains the literature review. There is significant literature on 
succession planning and exit strategies, its importance in business, and the various 
options available to business owners and management. This literature review will focus 
on the success of management buy-outs, therefore demonstrating that such a buy-out is 
the best option for NPS . It will continue with the recommended methods for creating the 
management team that will successfully buy out the business. It will conclude by 
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discussing the various debt and equity options available to the management team, and 
what each may entail. 
The case study on Northern Printers and Stationers (NPS) is included in Chapter 
4. NPS is split into two companies: NPS - Office Professionals and NPS - Commercial 
Printing. The chapter discusses each company's business model, interdependencies, and 
industry attractiveness through the use of the Porter's Five Forces Model. 
Chapter 5 discusses the recommendations for NPS. Based on the findings in the 
literature review, a management buy-out is a suitable exit strategy for the owner ofNPS. 
The recommendations include the job descriptions of the management buy-out team, as 
well as the theoretical debt allocations and ownership structure for the buy-out. It 
concludes with the timeline and the recommended advisors that both the vendor and the 
MBO team should seek. 
Chapter 2: Objectives and Data and Methodology 
Section 2.1: Objectives 
The objective of this project is to create a feasible succession plan and exit 
strategy for Mr. Davis that will enable him to realize on his investment in his company, 
as well as allow the company and its employees to thrive. 
The options available to Mr. Davis include: 
• sale to an independent third party 
• sale to another business 
• sale to the management or employees 
• going public with an initial public offering 
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• liquidation of assets 
An IPO is not feasible at this time. In most cases, the process is expensive, and 
there is not the need for the level of capital an IPO brings. Mr. Davis is not interested in 
liquidating the company. Given the combined valuation of the businesses, it would be 
difficult to find an independent third party that could not only afford to buy the business 
but would also be a good fit with the company. 
One of the main concerns is keeping the culture of the business intact. An 
individual who could afford to buy the companies would need to have the same values 
and thought processes as Mr. Davis considers himself to have. Narrowing the scope this 
much makes finding the appropriate individual unlikely. 
Selling to a competitor would likely result in both NPS companies being 
reorganized and the staff being heavily disrupted and displaced. 
The research aims to support the thesis that a sale to a management team, or a 
management buy-out, is the best solution. The literature review will cover the factors that 
determine the success of management buy-outs using examples of companies that have 
undergone management buy-outs. 
Section 2.2: Data and Methodology 
This report consists of a qualitative analysis on management buy-outs comprised 
of a literature review and a case study. Much ofthe research was conducted through 
UNBC's Geoffery E. Weller Library online databases . Originally, a significant portion of 
the research and writings on MBOs seemed to come out of the UK. Indeed, most of the 
articles and books that list the steps in performing an MBO are published in the UK. 
7 
However, further investigation has uncovered that MBOs are gaining popularity in 
Canada. 
The case study is on a local commercial printing and stationery retailer based in 
Northern British Columbia. A statement of release was drafted by this author and signed 
by the owner of the company. The name of the company has been changed, as well as the 
name of the owner, to maintain anonymity. 
Chapter 3: Literature Review 
The literature review will discuss why succession planning is important, the 
determining success factors of management buy-outs, and the recommended steps for 
initiating one. 
Section 3.1: Introduction to Succession Planning and Management Buy-Outs 
Succession planning in Small-to-Medium-Size Privately Owned Enterprises 
(SMEs) is becoming increasingly important. In 2010, there were approximately 391,700 
small businesses in British Columbia. They accounted for 98% of the province ' s 
businesses and employed roughly 57% of the province' s workforce (BC Stats, 2011). 
Typically, succession planning is fairly normal and standardized in large corporations. It 
is not as common in SMEs for a variety of reasons: limited resources, difficulty 
maintaining or improving profitability, a lack of common vision and communication 
between partners, and/or conflicting interests between involved parties. The costs of not 
having a formal succession plan are not to be ignored. Lack of a succession plan can put 
the business at risk by alienating potential successors and buyers. There can be a loss of 
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focus by owners, which can cause inefficiencies and eventually profit loss. Finally, 
owners can fail to realize the value of their firms (Tal, 2012). 
In the past, this problem has not been a pressing one, but nationally there are 
currently 250,000 business owners who are over the age of 55. This is more than double 
the rate ofthe 1990s, and by the end of2022, the number is expected to climb to 350,000 
business owners over the age of 55. 
Tal (20 12) states that provincially, British Columbia alone will see 40% of its 
small businesses transfer ownership over the next five years. Nationally, $1.9 trillion in 
business assets is expected to exchange ownership titles, and by 2022 this figure is 
expected to grow to $3.4 trillion. It is estimated that the firms that are expected to change 
hands in the next five years employ 2 million Canadians and account for 15% of the 
national GDP. With this level of money and employment at stake, this is not a trivial 
microeconomic problem. The issue of succession planning for SMEs is serious, and 
business owners should be educated on how to properly compile a feasible succession 
plan. 
Bruer & Leibman (1994) suggest that succession planning is no longer a matter of 
having "the right person in the right job at the right time." It requires a proactive 
approach, taking into account the company's future strategy, the market forecast, and the 
skills that will be needed as the company continues to grow. Succession planning must 
thus be an ongoing process. Management and Human Resources cannot simply meet 
once a year, discuss where people are at, and leave it at that. 
An example of one company that nearly went under because of a lack of 
succession planning is TLC Beatrice. TLC Beatrice is a food supplier conglomerate 
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whose owner, Reggie Lewis, died two months after disclosing to his company that he had 
a brain tumor. Due to lack of planning, his half-brother was placed in charge. The 
disruption and the lack of experience of his brother caused the company to stumble. 
Ultimately, the half-brother had to be fired, and the company lost much of its momentum 
over the course of his term and subsequent firing (Bruer & Leibman, 1994). 
The formation of teams is useful in succession planning. Developing teams 
throughout the organization increases the firm's robustness, flexibility, and openness in 
the ability to select future leaders. Bruer and Leibman (1994) state that developing 
effective leadership teams involves: 
• Talent pools: where people can be comfortable working in smooth team 
situations, and teams form and dissolve depending on demands. The practice can 
include the creation of teams that are formed to address specific issues and that 
dissolve once the task has been completed. 
• Organizational parallels: the needs of the business and its strategy direct the 
structure and duties of the talent team. 
• Supportive culture: where the measurements of an employee's contributions are 
not valued according to his or her level in the firm but according to the actual 
value of the contributions. 
One challenge of continuous succession planning is that some line managers can 
become protective of their employees and hide their talents in a bid to ensure they do not 
leave the department. This can be handled by offering incentives for contributing to 
succession planning (Bruer & Leibman, 1994). 
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To counter this problem, businesses can implement a bottoms-up approach to 
encourage participation in the succession planning. This strategy requires each 
department or business unit to develop a plan to present to the next higher level, thus 
allowing management to review and discuss up-and-coming employees and offer insight 
into how best to develop talent. If upper management creates incentives to developing 
these succession plans, department leads will be more willing to develop their employees 
(Getty, 1993). 
Getty (1993) also suggests that succession planning is an ongoing process. 
Traditionally, succession plans are kept secretive and hidden from general staff due to the 
assumption that staff members who are not included in the plan will lose motivation in 
the workplace. Another worry is that those employees who are selected to be groomed for 
succession will develop impractical expectations. 
The downside to not having open and clear discussions with staff about who has 
been chosen to progress as part of a succession plan is that gaps in the chosen employee's 
strengths, weaknesses and subsequent development needs may not be understood and 
therefore coached. Line managers may not realize that they need to be developing 
specific skills of the employee, and therefore may not offer challenging projects and 
strong feedback (Getty, 1993). 
Casrud (1994) defines the family business as separate from one with any other 
governing structure. It is one in which both ownership and policymaking are dominated 
by members of an emotional kinship group. 
Handler (1991) suggests that destabilization of the family business can happen 
due to "triggering events." These can include the bringing of a new family member into a 
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senior position or the owner's decision to disengage, which can lead to a chaotic and 
incomplete transition from owner to heir. Successful transition can be influenced by 
conditions within the firm such as business maturity and the economic health ofboth the 
company and the industry, as well as by family dynamics such as interdependencies and 
closeness of family members, sibling rivalry and egos, and the financial condition of 
family members. There are three stages of transition from owner to successor(s): 
• the personal development of the successor(s) prior to working in the firm 
• the business involvement of the successor(s) 
• the leadership of the succession. 
There are two main performance indicators when evaluating the given succession 
plan and subsequent transition. "Quality" measures how the affected members personally 
experienced the process. It includes issues such as conflict, distrust, rivalry, resentment 
and stress. "Effectiveness" measures how others viewed the transition. It covers key 
performance indicators and the satisfaction levels of the successor(s) and mid-level 
managers (Handler, 1990). 
The success of a succession plan can be narrowed into three determining 
categories. These include: 
1. Preparation level of heirs: formal education, training, work experience outside of 
firm, whether they started in an entry level position, their motivation to join the 
firm, and their own self-perception of preparation. 
2. Relationships among family and business members: the degree of communication, 
trust, commitment, loyalty, family turmoil, sibling rivalry, egos (jealousy and 
resentment), conflict, and shared values and traditions. 
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3. Planning and control activities: the level of planning in succession and taxes, as 
well as whether there is use of an outside board of directors, consultants and 
advisors, and whether there is creation of a family council. (Carsrud, 1994) 
Section 3.2: Success of the Management Buy-Out 
There is a difference between a Management Buy-Out (MBO) and a Management 
Buy-In (MBI). An MBO is when existing management of a firm forms a team and buys 
out the firm. An MBI is when a management team forms outside of the firm and makes 
an offer to the owner of the firm. While the strategies are similar, they are not to be 
confused. An MBO is much more likely to maintain the firm's identity and culture after 
the transaction has occurred. 
Bruining et al. (2007) provided insights surrounding the links between ownership 
and governance structures of private, family-owned firms and two key aspects of the 
MBO/I process. These two aspects are: whether information is shared equally between 
vendor and purchasers, and whether an agreement is achieved on a mutually beneficial 
price. The post-transaction performance of the firm can be contingent on whether the 
business deal ends in a satisfactory manner for both vendor(s) and purchasers. For 
example, if the vendor is not satisfied with the final selling price, he may not continue to 
maintain key relationships with clients or share pertinent information. This can include 
relationships with suppliers, as well as customers. 
Successful negotiation of the terms of the management buy-out agreement can be 
compromised when family firms have dispersed ownership and governance or 
management structures, when there is an asymmetry of information between vendors and 
purchasers, and when interested parties ' objectives are not aligned (Bruining et al, 2007). 
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Many enterprise owners believe that there are no appropriate family members 
willing or able to inherit ownership of the family firm. However, with an MBOII, family 
members and owners can retain minority stakes or advisory management positions within 
the firm. Another option is to write into the deal that they retain some sort of involvement 
in the firm, even though they have surrendered all management and ownership 
entitlements. The employment of family members can directly impact the post-
transaction performance of the firm, as suppliers and customers are likely to maintain 
loyalty (Bruining et al, 2007). 
Management buy-outs can also be used as a tool to reduce agency problems. 
Agency problems arise where there is a distinct separation between ownership of the 
company and control. The misalignment of concentrations between shareholders and 
managers can lead to agency problems. Agency problems exist when managers are 
making decisions that benefit themselves and not the company or the shareholders 
(Jensen & Meckling, 1976). For example, a manager or managers may be tempted to 
grow the firm beyond its optimal size or maintain redundant resources for the purpose of 
maintaining status, power, compensation, and prestige (Hope & Thomas, 2008). If 
managers are not financially responsible in some manner, they can become motivated by 
self-interest, and not for the greater good of the company. 
The characteristics of a management buy-out include: 
1. The full or partial transfer of a firm's assets, embodied in operational business 
units, to a new company, established for the purpose of running them; 
2. A comparatively high reliance on debt, of one form or another, in the financial 
structure of the new company; 
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3. The relative concentration of equity of ownership. This means there are 
participating institutions holding substantial ownership shares in the company. 
(Robbie et al, 1994) 
As mentioned, agency problems can arise where the management team is not 
involved in ownership of the organization. Management buy-outs can be used as 
incentive structures to eliminate these conflicting interests (Robbie et al, 1994). 
Another way to ensure the firm continues to perform well after the transfer of 
ownership is to utilize equity ratchets, a managerial rewards system that is popular in the 
UK. As is common in MBOs, a large portion of the equity required to buy out the 
business is derived from venture capitalists, banks, and other financiers such as angel 
investors and management family members. In such cases, a significant portion of the 
firm's ownership shares will belong to a financing agency. Equity ratcheting means that 
the management team's proportion of voting equity increases conditionally upon term 
performance targets. If the performance targets are not met, then financiers' voting equity 
is increased. As this happens, they will eventually initiate a third-party acquisition to 
complete their own exit and realize the return on their investment. In theory, this tactic 
will restrict MBO participants to only those with a high motivation to succeed (Robbie et 
al, 1994). 
MBOs involve a highly integrated governance system because of the high degree 
of financing involved. This can be called horizontal monitoring. Management will be 
motivated to succeed due to three key motivators: the motivation to increase their equity 
and therefore voting power in the company, the commitment to meeting the high cost of 
debt, and the close relationship with financial investors who have an incentive to be 
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active monitors. These checks and balances can theoretically create a mechanistic and 
flexible means of funding and controlling buy-outs (Robbie et al, 1994). 
According to some, the MBO is a mere transitory organizational form because of 
its innate limitations. These limitations include: poor strategic flexibility due to high 
levels of debt; the desire of investors to cash out; and the absence of a daily stock price to 
objectively measure the corporate value. MBOs do not have longevity because in just a 
short period of time, the management structure has to change again. However, this 
opinion is restrictive because of the diverse market in which MBOs exist. While there are 
certainly some that do not last very long at all, there are others that have proven very 
successful; it all depends on the industry, the financing structure, and the strength of the 
management team (Rappaport, 1990). 
It has been found that where managers have highly specific, non-transferable 
skills, they are more committed to the firm. MBOs appear to have lasted longer when 
there have been significant ratchet incentives. Also, smaller buy-outs, where management 
has a larger equity ownership in the firm, are more likely to remain independent for 
longer. Other influences that affect the longevity of an MBO are: 
• Rapidly changing markets 
• Fast-growing companies 
• Concentrated markets where economies of scale and critical mass are necessary 
• Relatively high levels of merger activity 
The reason that fast-growing and high-merger-activity markets can prove fatal for MBOs 
is, again, because of the high financing involved. Often, MBOs can make future 
expansion difficult in the years when the team is paying off its financiers because of the 
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high debt responsibility. Robbie et al (1994) conclude that MBOs that require significant 
capital expenditure programs beyond those originally envisioned by the management 
team, or in which there are significant structural changes to the market, the probability of 
early exit is greater. As well, the greater the extent of pre-buy-out constraints on 
development (such as access to investment funds and ability to exploit new markets) and 
the greater the difficulty in catching up to rapidly changing markets, the greater the 
pressure for an early exit by investors will be. 
In the case of Mansfield Shoes, the company was nearly in receivership when the 
employees decided to buy it out in 1981. There were four members of the team: the 
managing director, the sales manager, a production manager, a design manager and a 
financial manager. In addition, 80 out of 330 employees purchased shares that equated to 
24% of the total equity of the company. The remaining shares were bought out by the 
team mentioned above. In this transaction, the managing director had the largest stake. 
The immediate aftermath of the buyout was that there was a substantial improvement in 
performance. By 1983, the venture capitalists' shares were bought out by the rest of the 
management team, which increased management control and decreased potential cash-
flow issues from servicing debt costs. The key reasons for success were the majority 
ownership--and therefore control--of management and the subsequent lower pressure by 
investors to exit and realize their return on investment. In this case, the absence of the 
need for investors to exit resolved the conflicting managerial objectives, since 
management's career anticipations could be met within the available opportunities offered 
in the buy-out structure (Robbie et al, 1994). 
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On a smaller scale, WBB Business Machines in Saskatoon, Saskatchewan, has 
been through two successful management buy-outs. In its 35th year, the company was 
taken over by two long time employees. During its 59th year, 2008, it was bought out by 
four other long-term employees. JoeAnne Hardy, now the president of WBM Business 
Machines, said there were three key pieces in the buy-out process. First was the 
relationship with the bank, and the vendor's role in solidifying the bank's confidence in 
the management team's strength. Second was the financier that provided much of the 
financial backing for the buy-out. The bank initiated the meeting between the buy-out 
team and the financier. Third was figuring out the amount of personal equity that would 
be required. Fourth were the continuing relationships with suppliers. The team had to 
ensure that the suppliers were comfortable with the transition so that a strong trade 
relationship was maintained. In this case, the team and the vendor commissioned 
PriceWaterhouseCoopers to conduct a valuation on the company. (Martin, 2009) 
WBM Business Machines had a unique method for assisting the management 
team to gain the personal equity to buy out the company. The management team's 
bonuses were placed in a pool that would be used to acquire twenty percent of the 
company's shares. (Martin, 2009) 
In the following section, this paper will briefly discuss the option of offering an 
employee ownership program through shares of the company. This option can help to 
raise more capital for the buy-out of the company if management is unable to raise 
enough on its own. The impact of employee ownership programs on firm performance is 
varied. Guidri & Hollandts (2008) suggest that ownership schemes have an inverted-U-
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curve impact on firm performance. The effect is positive up to a certain point but then 
becomes harmful to the performance of the firm (see Figure 3). 
Figure 3: The Inverted-U-shaped Relationship between Employee Ownership and Firm 
Performance. 
Firm 
Performance 
y 
Point of Inflection 
Positive Impact 
Negative Impact 
Employee Ownership 
~------------~------------~--~ 
X 
(Guedri & Hollandts, 2008, p. 462. Image has been recreated.) 
Initially, employee ownership can improve employee performance because of 
enhanced commitment, satisfaction, and motivation to increase the value of the shares. 
Commitment and satisfaction can be improved because of the employees' enhanced 
influence in decision-making. Motivation is enriched because employee owners have a 
higher stake in the outcome of the company than those employees with no ownership 
shares in the company. Finally, studies have shown that firms with employee ownership 
schemes have 14% lower rates of absenteeism than those without them (Brown & 
Fakhfakh, 1999) (Peel & Wilson, 1991). 
At a certain point, employee ownership plans can prove to have negative effects 
on firm performance. Employee ownership provides employees with residual claims in 
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the form of dividends and stock-price growth, as well as fixed claims in the form of 
wages and salaries. Theoretically, employees will seek to enhance both of these types of 
claims. Employees' equity claims in the company are small compared to their fixed 
claims, and as a result, employees will push, through their votes in governance of the 
firm, their managers to make decisions that will maximize their fixed claims (Jensen & 
Meckling, 1979). 
In conclusion, Guedri and Holandts (2008) suggest that employee ownership is 
positively related to firm performance across the low to moderate range of employee 
ownership and is negatively related to firm performance across the moderate to high 
range of employee ownership. 
Section 3.3: Elements of a Management Buy-Out and How to Create the 
Team: 
Elements of the MBO: 
Currently, many Canadian-based financial investors are seeking strong MBO 
candidates, and a growing number of financial investors from the United States as well as 
other countries are looking to Canada for buy-out opportunities. (Johnson, 2005) 
Johnson (2005) suggest there are three essential components of an MBO. First, 
there must be organic growth potential. Companies with sustainable differential 
advantages and growth prospects are more likely to attract financial investors. Second is 
the leveragability of the company in question. This means that the company's capacity for 
debt will play a large role in the feasibility and success of the MBO. The third is the set 
of exit strategy options for the financial backers. Typically financial investors have a 
three to seven year timeline before they're looking to exit from an investment such as an 
MBO. 
20 
An MBO is an acquisition by the management team of their business from the 
owner of that business (Smith, 1997). See Figure 4. 
Figure 4: Basic Transactional Structure of Management Buy-out. 
NEWCO 
{newly formed Shareholders 
1. Management Tea company) m 
s 2. Venture Capitalist 
~ 
Target Business 
(Smith, 1997, p. 2. Image has been recreated.) 
Essentially, the management team forms an independent company and purchases 
the target company. The transaction can be worth as little as $1 million or as much as 
$100 million. The participants in the transaction will almost always include the vendor, 
financiers, and management team. These relationships need to be maintained and 
carefully managed. There needs to be a friendly, professional relationship between the 
employees (management team) and the employer (the vendor). There also needs to be a 
strong affiliation with the funder of choice. The financier(s) need to understand the 
business plan of the management team, the motivation of the vendor, and any key issues 
that must be negotiated before the transaction is completed. This level of understanding is 
necessary because the management team is going to be borrowing significant capital in 
order to pay the vendor, cover initial working-capital requirements, and pay transaction 
fees. (Smith, 2007). 
Smith also dissects the MBO ofCentreWest in the UK. The financial breakdown 
of this MBO is as follows: 
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Application of Funds: 
Acquisition price 
Working Capital 
Fees 
Total costs 
Sources of Funds: 
£26,000,000 
0 
£1,000,000 
£27,000,000 
Bank £18,000,000 
Unsecured loan stock £8,700,000 
Ordinary Shares- Institutions £75,000 
Ordinary Shares - Management £225,000 
Total Funds: £27,000,000 
These characteristics can be found in nearly all MBOs. As mentioned, the amount 
of funds raised needs to cover not only the purchase price of the company but also any 
working capital moneys that are needed to ensure the business continues to run, as well as 
transaction fees. In this case, CentreWest had the ability to generate its own cash, and 
therefore, no working capital was needed. 
The sources of financing for an MBO such as this come from a variety of sources. 
These include bank financing, equity financing from venture capitalists, mezzanine 
financing, and finance from the management team itself. Smith (2008) states that the 
common debt-equity ratio is 1:1 ; in this case, because ofthe firm's ability to generate its 
own operating cash, the debt ratio is 2:1. 
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These statements bring to light the type of people to look for when creating a 
management buy-out team. Not only must they be willing participants, they must have 
the ability to raise their own capital and invest it in the business. 
The vendor can take four approaches to selling his business to an MBO. These 
include: 
• One-to-one dealings with the management team, with a minimum acceptable 
pnce. 
• One-to-one dealings with the management team, with no minimum price. 
• An auction process with a minimum price. 
• An auction process with no minimum price. 
During the preparation stage, there are five key considerations: appointment of 
advisors, composition of the management team, level of staff involvement, vendor 
contact, and the business plan (Smith, 2007). 
Indeed, Pearson (2005) agrees that the essential ingredients for a successful MBO 
include: 
• A committed top management team 
• A suitable business 
• A carefully handled request to pursue a deal 
• An experienced corporate finance advisor 
• A convincing business plan 
• A compatible private equity house 
• A realistic timetable 
• Expert legal and tax advice 
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• Awareness of the professional fees involved 
(Pearson, 2005) 
Appointment of Advisors 
While it may not always seem necessary to appoint a corporate financial advisor 
if one of the members of the management team is a financial expert, it is important to 
remember that the management team still has to run the business while completing this 
transaction. In the process of retaining advisors, management should demand references 
and work out an appropriate fee schedule. The ideal fee schedule is a no-deal no-fee one. 
Some advisors will agree to work on this schedule; however, Smith states that costs for 
advisors can, in the UK, range anywhere from £10,000 to £20,000, plus a 1-2% "win 
bonus." Translated, this can amount to roughly $13 ,000 to $30,000, plus a bonus. It is 
imperative that these fees are worked out and agreed upon long before the transaction is 
near completion (Smith, 2007). 
The role of the principal advisor is essentially to guide the entire process of the 
MBO. This includes the appointment of specialist help during crucial points in the 
process. Lawyers need to be hired, as well as personal tax advisors, pension advisors, and 
legal advisors . This advisor needs to be an MBO specialist, or at least have personally led 
several successful MBOs (Smith, 2007). 
Pearson (2005) also suggests that appointment of an experienced corporate 
financial advisor is extremely important. Sometimes the members of a team will assume 
that their past experience with mergers and acquisitions is enough to handle the 
complexities of a management buy-out, but Pearson maintains that it is not. The role of 
the fmancial advisor should include: assessing the suitability of the business and the 
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experience of the management team for an MBO, guiding the management team to write 
a business plan and critiquing the draft, assisting in finding relevant equity houses and 
making initial contact, sending the business plan to investors, coaching the management 
team to handle the first meeting with the private equity houses, negotiating the cost 
indemnity with the vendor(s), obtaining a period of exclusivity from the vendor if 
possible, negotiating the purchase of the business from the vendor, negotiating the best 
possible equity deal for the management team from the chosen private equity house, 
helping the management team select lawyers, tax advisors, and other relevant advisors, 
and giving objective advice to the management team throughout the process (Pearson, 
2005). 
Composition of Management Team 
The second consideration is the composition of the management team. Financial 
backers will not fund a weak management team. The industry must be attractive for the 
backers to want to enter, but if the management team is strong enough, financiers will 
enter a market with average attractiveness . Individual industries can expect a range of 
skills in the management team, but most often, financiers expect to see leadership, 
finance, and marketing as the most common core skills. Depending on the industry and 
the sector in question, sometimes there will be a technical director. Financiers will expect 
the leader of the team to recommend the configuration of the inner management team, as 
well as the allocation of shares to each member (Smith, 2007). 
The personal wealth of management also needs to be considered, as the amount of 
money committed by the MBO members is an indicator of the level of commitment. 
Typically, financiers like to see a commitment of six months' salary. This can vary, 
25 
however, and also depends on the individual's personal worth. If a manager has a net 
worth of over a million dollars but only commits $50,000, he may not be as committed as 
a manager who does not have as much money saved but commits $25,000 from a loan on 
his home. 
Management should also attain a written statement of permission from the owner 
of the company to conduct the tasks required of the management team during office 
hours. This process is a very complex one, and it cannot be assumed that managers will 
do all these things on their own time (Smith, 2007). 
Smith (2007) also explains it is useful to organize a "second tier" management 
team below the MBO team. This is comprised of other key staff members who are vital to 
the success of the business, particularly in the post-buy-out year(s). This second tier of 
management can also be considered to be a part of the buy-out process, in the form of an 
Employee Share Ownership Plan, explained in the following section. 
Pearson (2005) explains that the private equity house will not invest in a weak 
management team. Even though the industry and the business may be attractive, investors 
will not endow their money to a management team they do not believe to be committed. 
Pearson stresses the importance of appointing a managing director, or leader, of the team, 
who will often be invited to make a larger purchase of shares in the firm. He also agrees 
with Smith that the typical investment expected from each team member is at least six 
months' salary. 
Development of the Management Team 
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To better articulate the actual development of the management team, some 
references are needed on team development and strategic planning for these specific 
positions. 
Ruggiero (2008) states that there are ten main steps in developing a team for an 
MBO: 
1. Articulate Strategic Direction (Pre-Plan). This step identifies the future direction 
of the firm through its strategic plan. Some of the key issues that should be 
clarified include: 
a. How far down the organization will the succession planning reach? 
b. Is the firm's succession planning primarily position based (focused on 
specific roles I jobs) or person based (focused on a general pool of talented 
leaders)? 
c. How much of the program will focus on inside versus outside talent? 
d. What data will be used to evaluate candidates? 
(Ruggiero, 2008) 
2. Develop a Staffing Plan. This plan distinguishes the type and number of job 
positions needed by the organization. Under this step, these primary questions 
should be answered: 
a. What positions or groups are critical to the accomplishment of these 
goals? 
b. What are the key positions for which succession planning is needed? 
c. Define where the organization needs the succession plan to take it, 
particularly with the current strategic plan in mind. 
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d. What will the organization look like in three to five years, and what will 
the key people be doing then? 
e. Is the organization nurturing the skills of these individuals to become 
better leaders? 
f. Which staff members are potential leaders? How are they being identified? 
g. Is there a leadership timetable? When will current owner(s) be retiring? 
h. Does the compensation plan reward employees for taking on new 
responsibilities and demonstrating leadership? 
(Ruggiero, 2008) 
3. Identify Leadership Characteristics. This step serves to identify the core 
competencies of the leadership positions. The following considerations should be 
met: 
a. What work is the person who takes on the position required to do? 
b. What competencies are required to do this work? 
c. What competencies I skills differentiate successful performance from 
unsuccessful? 
d. What competencies will be needed in the future? 
4. Communicate Possible Career Opportunities to Staff. At this point, the owner can 
communicate the needs of the organization to the general staff. This will allow 
him to discern if the talent is within the organization or needs to be hired from 
outside. The following steps should be followed: 
a. Inform employees of the possible job opportunities that will become 
available over the specified period of time. 
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b. Identify and describe the key competencies needed for those jobs. 
c. Inform employees of the succession-planning process that the firm intends 
to use. 
5. Identify who is interested. The owner should remember that not all staff members 
will be interested in these career opportunities. It is important also to remember 
that a successor does not need to be "crowned" and that some employees will drop 
out while others will gain interest as the process continues. It also must be 
clarified that employee participation in succession activities does not guarantee 
advancement into those levels. The questions for consideration are: 
a. Who will be involved, and what will each be doing? 
b. When will they start and end each part of the process, and how will the 
organization judge their progress? 
c. What will be the determinants of successful progression, and what 
assistance will be offered to employees who are not developing? 
d. What alternatives will be offered to those who are not meeting 
expectations? 
(Ruggiero, 2008) 
6. Develop a Succession-Planning Strategy. The firm can now assess current 
strengths, identify gaps, assist in employee development, and decide whether 
current employees can be groomed for the positions or if the firm should look 
outside the organization for candidates. 
7. Assess Competency Readiness. The organization assesses the volunteers from 
inside the organization and considers whether they are suitable for the key 
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positions that it has identified as being needed. The questions Ruggiero states 
should be considered are: 
a. Does the employee possess or have the ability to perform the 
competencies? If so, at what level and how well? 
b. Does the employee possess the competencies in the manner that will be 
needed by the organization? 
c. If he or she does in fact possess the competencies, has he or she 
demonstrated them? 
8. Gap Analysis. After the competency assessments have been made, the owner 
should compare the current competencies of the staff who have volunteered 
interest with what the company has listed it needs in those positions. The outcome 
of this analysis can uncover the competencies that require further development to 
help the employee prepare for the advancement. 
9. Prepare Development Plans. The gap analysis will help the owner understand 
where he needs to develop his staff. This step is to create the plan by which the 
development of those staff will be nurtured. Based on the results of the analysis, 
the development strategies will be created for each member of the team. 
10. Evaluate Succession Planning. After a period of time following execution of the 
succession plan, ownership needs to review the progress of the employee(s)' 
development. Methods of measuring the satisfaction and success of the program 
can be as simple as assessing the participants' satisfaction in their progress and as 
complex as analyses on the return on investment or cost-benefit. Ultimately, the 
proof of success is in the results. Are the employees showing improved 
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performance and preparedness for their new positions? In terms of quantitative 
results, typically management can review the company's key performance 
indicators (KSis) to see if the firm has seen improvement in operating efficiency 
since the succession plan was developed and fulfilled. 
Burnette and Walters (1984) suggest that the development of a detailed 
description of the abilities and qualities required for each senior level position, called an 
action profile, is helpful. The action profile can be better described as a behavioral 
description of the managerial capacities, skills and personal qualities required in an 
individual in order for that individual to successfully be in a certain position within the 
company. This is more from the perspective of the employees coming up the ranks in an 
organization. If an action profile is available, these employees can better understand what 
will be expected of them ifthey are to succeed and move up within the company. 
Developing this action profile requires the involvement of many senior-level 
managers, and the written document that is produced helps both upcoming employees 
and the managers themselves understand what it takes to perform successfully in a 
particular position. Once this profile is produced, the article recommends it be circulated 
throughout the organization. Doing so will help to spawn motivating conversations 
between management and subordinates regarding career development and succession 
planning. This written document will provide structure for both bosses and subordinates 
to better plan for senior-management succession (Burnett & Walters, 1984). 
The ideal action profile is a three-part document, the first being a detailed 
description of the job itself and the roles involved. The second is a career history of the 
incumbents. While it is assumed that each member of management will have slightly 
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different career paths, it can be assumed that many will have similar education levels and 
proven backgrounds of dedicated, strong performance in their positions. The final part of 
the document deals with the behavioral capabilities listed above: skills, personality 
qualities, and capacities that are required to function well in the position. The key to 
creating an effective action profile is to try to stay focused on behaviors that are 
somewhat measurable and, at the very least, observable. This will aid leadership in 
providing successor(s) with feedback and guidance (Burnett & Walters, 1984). 
Finally, in the development of the management team, one must consider the 
ability of the members to work together. Although qualifications and capabilities may be 
met by the candidates, it does not mean anything if the team cannot simply get along. 
Conflict can sometimes be used to the benefit of the team it is a typical and common part 
of the team environment. Effective teams are able to manage conflict. Some of the main 
complaints regarding conflict within teams includes compromised decision making, 
sacrificing good business in the spirit of unanimous agreement within the team, and egos 
playing a role in creating a win/lose mentality regarding ideas and decisions. Many teams 
face these challenges, but the key to their success is how they deal with these conflicts. 
Successful teams use conflict to their advantage, utilizing the different views to promote 
discussion and creative thinking amongst their members. Unsuccessful teams find 
conflict to be something that is uncomfortable and to be avoided (Amason et al, 1995). 
The article specifies two types of conflict: C-type conflict and A-type conflict. 
The authors describe C-type conflict as bound to come up amongst members of a team. It 
consists of substantive and issue-related differences of opinion. These are known as 
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cognitive differences, or C-type conflict, and are generally helpful in maintaining the 
strength of the team. 
Amason et al. (1995) observe that A-type conflict is harmful to team 
effectiveness. Typically, when conflicts arise over personalized, individually oriented 
matters, they are negative to team performance. This type of conflict is known as 
affective conflict, or A-type conflict. This type of conflict lowers team effectiveness by 
promoting hostility, distrust, cynicism and apathy among team members. In other words, 
when egos become involved in conflict, it does not benefit the team (Amason et al, 1995). 
Although this discussion on teams is a slight diversion from the lineage of this 
literature review, which has been primarily a step-by-step process involving how to 
develop the MBO and the team involved, this article is important because it casts light 
upon the fact that despite an individual's qualifications and behavioral attributes, he or 
she may not get along with the rest of the team. This must be understood and needs to be 
taken into consideration when the team is in the development stages. 
Staff Involvement 
The level of staff involvement also needs to be considered. In each case, it will be 
different, and most often the decision is left until the later stages of the transaction. 
Sometimes an Employee Share Ownership Plan (ESOP) is an appropriate measure. The 
purpose is to ensure that the MBO team maintains control over the company, while key 
staff members are motivated to continue delivering customer service. The opportunity for 
key staff members to buy into the company offers higher incentives for them to stay. 
Another reason to consider the ESOP is the opportunity to raise more capital. Ifthe 
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management team can raise $200,000 but the combined wealth of management and staff 
can generate $800,000, the strategy may be worth considering (Smith, 2007). 
Some of the key questions to consider when thinking of embracing an ESOP are: 
1. Does any member of the staff outside of the management team possess important 
technical knowledge of the business? 
2. How keen are staff to invest in an MBO? 
3. Which managers outside the main MBO team could be worth incentivizing? 
The most common elements of an ESOP are: 
• The company establishes an ESOP Trust. 
• The ESOP Trust acquires an equity stake in the company through use of external 
borrowings. 
• The ESOP Trust makes a market in shares in the company. It will buy them from 
departing employees, as well as other willing sellers, and redistribute them to new 
and continuing employees through employee share schemes. 
• The ESOP Trust repays its borrowings through voluntary contributions from the 
company, which may be tax deductible (Smith, 2007). 
Contact with Vendor 
Agreeable contact with the vendor must also be maintained. In such a transaction, 
the MBO members must remember that the deal may fall through, in which case serious 
disagreements should be avoided. It is best that the MBO team is aware of the vendor's 
agenda; it is also best that it creates a workable timetable with the vendor. The MBO 
team should seek the following confirmations: 
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1. The vendor is not currently seeking other bids. This can be difficult to confirm, 
but if the vendor has an open relationship with his management team, it is 
possible. 
2. The vendor is willing to put in place a cost indemnity to pay for a portion of the 
MBO's corporate finance advice. 
3. The definition of a clear, concise timetable outline for transactions. 
4. The minimum price of the business. 
5. Authority to let management team spend time assessing the likelihood of the 
MBO, then implement the transaction (Smith, 2007). 
Business Plan 
Finally, the business plan for the MBO is essential. This document will sell the 
opportunity to investors and financiers and will illustrate the strength of the business. The 
plan must also describe the quality of the management team and express a growth 
strategy. The development of the business plan will be aided by the advisors. It will shed 
light on the type of financing likely to be required and any obvious gaps in the 
management team. 
The executive summary of this plan should include a summary of the plan, and 
highlights ofthe major achievements of management. It should also describe the 
activities of the business, including financial performance, and summarize the potential 
for growth. 
There should also be a history section outlining milestones in the business, as well 
as justifications for any major policy changes. There should be evidence of management 
dealing successfully with change, as well as management's ability to utilize technology. 
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Major contracts should be noted if these are the company's primary source ofbusiness 
generation. 
The plan will include a marketing strategy defining exactly what it is that secures 
the business new work, how the management team intends to continue to find and win 
new work, and any new policies that will be implemented should the MBO come to 
fruition. An analysis of the market should be included as well. This must give a 
framework of how the business compares with its competitors and an assessment of 
trends and how the business will operate in the future given these trends. Often a table 
showing the growth rate of the company will help. 
An assessment of financial performance is also important. There must be 
indication that management has either stayed on budget or beaten budgets. There must 
also be clear policies on all aspects of the business, as well as growth forecasts that are 
supported by believable management action. 
There should be a brief summary of the experience and qualifications of each key 
MBO team member. Also included will be the second-tier management team. 
There should be growth plans, balancing between long-term, visionary, strategic 
intentions and realistic short-term actions in order to achieve growth. These plans must 
inform financiers how management will utilize current trends, as well as cover growth 
statistics and threats to the business. 
Finally, the business plan should describe potential returns to funders. This can 
include discounted cash flows demonstrating potential IRR to venture-capital backers 
(Smith, 2007). 
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Pearson (2005) agrees that this type of business plan is different from others that 
the management team may have created in the past. This plan needs to convince investors 
that the proposed plan is an attractive investment. It needs to convince investors of the 
commitment of the team members to the buy-out and the development of the business. 
The plan does not need to be more than 15-25 pages long plus appendices. 
The plan should include an executive summary, a history of the business, an 
analysis of the market and competitive position of the company, a description of the main 
assets and differentiating features of the business, a profile of the management team, and 
a summary of financial results spanning the last two or three years (Pearson, 2005). 
Section 4.3: Financial Implications and Debt-Allocation Options 
Financing Options 
There are several financing options available to management teams when 
considering the debt allocations for the buy-out. The MBO Group (2013) states that the 
most common methods for financing include: 
• Bank funding in the form of a working capital line of credit, a term loan, or cash 
flow loans, 
• Mezzanine or subordinated debt, 
• Vend or loans, 
• Management equity, 
• Private equity. 
Ian Smith's book Techniques for Successful Management Buy-Outs states that 
there are three primary methods for raising capital for an MBO. These include bank debt, 
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venture-capital financing, and mezzanine financing. The following briefly discusses the 
primary factors in each of these borrowing options. 
Financial banking from a bank typically has a five-to-seven-year repayment term. 
A bank will most often resist the repayment of non-bank financiers until the bank is 
repaid in full, but this can be negotiated. Bank lenders will also be primarily concerned 
with the security of the investment over the relevant assets. They are typically wary of 
debt equity ratios of over 1: 1. Banks are the first in line to be repaid in the event of 
foreclosure or receivership. 
Venture capitalists are significantly more expensive than bank lenders. This is 
typically because they take the most risk. They are the last in line to receive money or 
retribution in the event of receivership, and quite often the cost of this debt can be in 
excess of 30%. A large part of the investment is made in the form of redeemable 
preference shares or unsecured loan stock. The expectation is for these to be repaid over 
the course of five to ten years. 
Finally, mezzanine loaners are another form of lending. The return to the 
mezzanine capital investor typically comes in two ways: first, in the form of income and 
second, in the form of capital gain. The income return is usually at a rate of 3%-4%. The 
capital gain frequently comes in the form of a warrant or option to subscribe for shares, 
which is realized into cash on flotation or sale. The combined rates of these methods 
usually amount to 8%-10%. Banks will often have their own teams of mezzanine lenders, 
and companies have been formed to take advantage of the market demand for this type of 
financing (Smith, 2007). 
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Mezzanine financing can also be known as subordinate financing. Subordinate 
finance is referred to sometimes as a hybrid of debt and equity financing. Where venture 
capital financing is most common in start-up companies, subordinate financing works 
well for companies that already have established cash flows. The repayment plans are 
normally more flexible than traditional debt financing. Repayment can be based on 
available cash flow rather than on depreciating company assets. Subordinate financing is 
similar to equity financing in that the financing company may receive stock options or 
royalties, depending on the terms of the deal. The amount of subordinate financing 
available to a management team is dependent on the economic value of the company in 
which they are trying to purchase. Typically, subordinate financing is more expensive 
than traditional debt financing, but cheaper than equity financing. Finally, a key 
difference between subordinate financing and equity financing is that the financing 
company does not automatically receive an ownership stake in the company. (BDC, 
2013) 
Pearson (2005) states that when choosing the preferred method of private equity, 
the management team should not only seek investors that are interested but share a 
common chemistry with the management team. Some of the challenges posed when one 
is dealing with private equity houses are that some can become very hands-on in 
managing the business, particularly if the business begins to underperform. Some equity 
houses can be keen to exit quickly because the investments in that particular fund must be 
realized by a certain date. In the end, it would be very disadvantageous to wind up with a 
financier who insisted on being a non-executive director in the firm and with whom the 
management team does not get along. 
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Debt Allocation for MBO 
There are several key questions to take into consideration for the allocation of 
debt and funds for the MBO: 
• How much should the management team pay for the target? 
• What equity stake should be assumed for the management team, given the amount 
of personal wealth the members are prepared to risk? 
• How much more money is needed to be raised over and above purchase price for 
working capital and fees? 
• What is the sensible debt-to-equity ratio to assume, given the quality of the cash-
flows forecast? 
(Smith, 2007). 
Criteria for Selection of Debt Funders 
When selecting the type of debt financiers , the MBO team must consider the 
following criteria: 
• Equity percentage I price of money I repayment terms. 
• Future funding requirements. Will the company need quick access to fresh capital 
for expansion, acquisitions, or new product development? 
• Early repayment penalties. 
• Information requirements . How will the venture capitalists monitor their 
investment? How demanding will the financial report requirements be? 
• Previous track record and references of the financiers. 
• Conflicts of interest with other portfolio companies. Does the financing institution 
have other investments in the same sector or even with direct competitors? 
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• Type of funds being used. Is there a stop date by which the institution will need to 
exit? 
• House style. How involved will the institution be in developing the business? 
Some financial institutions can be either very "hands off' or "interventionist." 
Both styles can be beneficial, depending on the skill, knowledge, and style of the 
management team 
(Smith, 2007). 
Management should also look for the ability of the financial investor to 
accommodate financing that may be needed for future growth. The buy-out team and the 
financial investor should feel an alignment of interests on growth strategies. Finally, the 
financier should offer value added services such as sound business advice, business 
contacts, and other services to help the team grow the business. (Johnson, 2005) 
Chapter 4: Case Study: Northern Printers and Stationers 
Section 4.1: Company Overview 
Henry Davis founded Northern Printers and Stationers in 1958. NPS began as a 
commercial printing facility and has diversified over the course of fifty-five years. It now 
includes: 
• office supplies 
• stationery 
• business machines 
• art supplies 
• promotional materials 
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• office furniture 
• design and copy services 
• commercial printing 
Currently, the company's main income derives from commercial, contractual accounts. 
NPS employs roughly 80 people in four locations. 
Locations A and B consist of a retail store and a warehouse that the printing and 
furniture departments share. 
Location A contains the following divisions: 
• Art supplies 
• Retail office and stationery supplies 
• Copy Centre: design, copying, short-run digital printing (under 1,000 copies), and 
wide format printing 
• Business machines 
• Head offices, including accounting, sales, and order-desk departments. The order-
desk department is over-the-phone customer service. 
• The downtown retail store is also the commercial distribution center for all office 
supplies, as well as the central hub for in-town and out-of-town deliveries. 
Location B contains: 
• Five commercial printing presses 
• Office space for customer-service representatives and the graphics department 
• Assembly of office furniture and a showroom floor 
Location C also has a retail floor, office and stationery supplies, and copy and 
design services. All of the larger printing orders are sent to the commercial printshop in 
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Location B to be printed and finished. Deliveries from both Locations A and B are made 
to Location C once a week in a NPS delivery van. 
Location D has been in operation since 1965. It too has a retail floor, office and 
stationery supplies, and copy and design services. As with Location C, any large orders 
for printing are routed to Location B for more efficient processing. Because deliveries to 
Location Dare made almost daily, all orders from Locations A and Bare shipped via 
courier on an as-and-when basis. 
NPS strives to be a "one-stop-shop" for all business needs. As such, significant 
cooperation and communication must exist between all departments in order for NPS to 
best deliver its intended services. This integration has proven a vital aspect in attaining 
and maintaining many of the company's long-term accounts. 
In 2003, Mr. Davis decided to split Northern Printers and Stationers into two 
separate companies: NPS - Office Professionals, and NPS - Commercial Printing. At the 
time, the two sections of the company were beginning to move in different directions. 
The original intent for this splitting was also that Mr. Davis was considering selling the 
stationery side of the business, because it had been under-performing for some time. NPS 
- Commercial Printing manages strictly commercial printing, while NPS - Office 
Professionals manages all other departments. Locations C and D are both under the 
Office Professionals umbrella. Ironically, though the purpose was to differentiate the 
focuses of the two companies, in the last two years, the two companies have become ever 
more integrated and dependent on each other. 
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Section 4.2: Industry Analysis for NPS - Office Professionals Ltd. 
The office-supplies and stationery industry is highly competitive. With the 
exception of furniture, margins are very low, and profits are seen when sales are made in 
high volumes with high inventory turnover. The industry is heavily saturated and 
concentrated, with several large, big-box retailers that compete with small local firms. 
Below, Porter's Five-Forces Model has been used to evaluate the attractiveness of both 
the Office Professionals side and the Commercial Printing side of the company. 
Porter's Five-Forces Model for the Office Supplies Industry 
Supplier Power: 
• Meditml 
• Several suppliers 
• Large suppli ers 
• Supply needs are not completely 
unique 
• High cost of changing suppliers 
Threat of New Entrants: 
• Low 
• Costs high 
• Somewhat specialist knowledge 
• Economies of sea le 
Degl'ee of Rivalry: 
·High 
• Diverse runy of competitors 
• Switching costs low 
• Customer loyalty high 
• Costs of leaving market high 
Threat of Substitution: 
· Medium 
• Cost of sl'.itching to subsinnions can 
be high. 
• Suhsitutions include computers, 
tablets, etc . 
Buyer Power: 
• High 
• Diverse group of customers 
• Differences between competitors: 
quality, atL1ptability 
• Ability to substitute = low 
(Diagram created by Corrin Peet, 2013. Adapted from Grundy, 2006) 
Threat of New Entrants: 
The cost of entry into this market is high. In order to compete with big-box stores, 
NPS belongs to a national buying group, which offers an in-house brand that can be sold 
at low prices. A specific type of knowledge is needed to effectively run the copying 
department as well as the art department. Economies of scale also play an important role. 
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The industry is already very well established, and therefore, distribution channels have 
been developed. NPS is also large enough that it is able to efficiently manage its 
inventory and bundle orders for clients together. 
Degree of Rivalry 
There is a very diverse array of office-supplies competitors. For commercial 
office supplies, NPS is often met with large, big-box challengers such as Staples, Grand 
& Toy. On the retail side, many retailers, such as grocery and comer stores, carry office 
supplies for convenience. The copy centre experiences competition from design firms, 
which are both customers and indirect competitors and which conduct their own small-
quantity printing in house. Local copy centres, Staples Copy Centre, and online sources 
such as Vistaprint are also direct competitors. The art-supply division ofNPS sees 
competition mostly from one other chain craft store. The furniture division experiences 
competition from large furniture companies in larger centres, as well as local big box 
distributers and locally owned retailers. The NPS Business Machines division sees 
competition from retailers such as FutureShop, Staples, and online vendors such as Tiger 
Direct. 
The main degree of differentiation for NPS against its competition is superior 
customer service. For digital printing and copying, NPS has larger and more efficient 
digital machinery to that of its local competitors. The furniture division carries both high 
and low-end furniture products. In terms of office supplies, name-brand product quality is 
essentially the same across all competitors. 
45 
Switching costs for retail customers are low, but switching costs for large, 
corporate customers can be high. Customer loyalty is strong among NPS customers, as it 
is a family-run business. 
Buyer Power: 
Buyer power for NPS is high. Although there are many different types of 
customers, NPS relies heavily on its commercial accounts. Customers such as Canfor and 
the local municipal governments have strong buying power over the company because of 
their volume of purchases. Canfor alone accounts for roughly 5% of the company's total 
sales. 
The buyer's ability to substitute is moderate. Although technology is increasing 
the occurrence of substitution, the need for paper, pens and office furniture is not 
diminishing. These needs will continue to present themselves until new technologies 
make them obsolete. 
Threat of Subsitution 
One might assume that the threat of substitutes would be high in this industry, but 
it does not appear so. Tablets, laptops, and computers all serve as substitutes for paper, 
stationery supplies and traditional communication through print. However, demand for 
the latter has not diminished. The cost of switching to the substitutes can also be high. 
Technology is ever changing and requiring updating. Once a company attempts to switch 
to an entirely paperless operation, those machines will need constant upgrading and 
serv1cmg. 
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Supplier Power 
Each division uses one or two specific suppliers. As mentioned, NPS is part of a 
national buying group, which is the primary supplier for office supplies, stationery, and 
office furniture. The buying group allows NPS to be part of large bulk orders, offering 
competitive prices on resale items. NPS would not be able to maintain competitive prices 
if it were to attain its products directly from the manufacturers. The size of these 
suppliers is also very large in comparison to NPS. 
Role of Complements 
The complementary items for the industry include: 
• Office supplies 
• Commercial and digital printing (including design services) 
• Business machines (fax machines, professional calculators, data storage devices) 
• Office furniture 
Current Commercial Contracts 
NPS currently maintains contracts for office supplies and office furniture with a 
number of large commercial, contractual clients. There are roughly ten large-scale 
accounts that account for between 12%-15% of the company's total sales. In total there 
are roughly four hundred other smaller, contractual accounts. 
National Buying Group 
As mentioned, NPS is part of a national buying group. NPS is the only business in 
Location A and the surrounding area to maintain a membership with this buying group. 
In terms of sales volumes, NPS is the buying group's second largest member. The buying 
group allows NPS to offer competitive pricing because it checks its own prices against 
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those of the largest competitors every three months and adjusts those prices accordingly. 
It also allows NPS to have its own in-house brand. The buying group has also developed 
and maintains the NPS website. Through this, NPS now offers online ordering, and 
commercial clients are able to have their own private accounts. The buying group also 
creates and distributes the quarterly Office Furniture flyers as well. 
Current Management Team 
As it stands, John Davis has stepped out of the everyday running of the company, 
training a long-term employee as General Manager to take over everyday management of 
the company. Mr. Davis is still President, and he is still involved in any activities that 
require decisions around large sums of money. This has allowed him to enter a stage of 
semi-retirement, effectively buying him more time to create the management team. See 
Appendix 1 for the current organizational chart for NPS - Office Professionals . 
Section 4.3: Industry Analysis: NPS Commercial Printing 
The commercial printing industry is a saturated and competitive one. NPS 
Commercial Printing also offers graphic design, which is a diverse and scattered industry. 
Service levels and quality range from professional firms to individuals with a few design 
programs on their home computers. The differentiating quality that NPS possesses is that 
the equipment to print the finished product is in house. NPS Commercial Printing' 
primary income drivers are business forms that are printed on non-carbon paper, such as 
invoices, work orders, equipment inspection checklists and daily timesheets. 
NPS Commercial Printing is a unionized print shop, with twelve full-time 
employees. Most of these employees have been with the company for over ten years, with 
the longest employee having worked with the firm for nearly forty years. See Appendix 1 
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for the current organizational chart ofNPS Commercial Printing. The printshop pays the 
Office Professionals side to manage its accounting as well as its accounts payables and 
receivables. This has allowed both companies to tie in well with each other and offer 
consistent service to mutual customers. 
As with NPS- Office Professionals, a Porter's Five-Forces Model was conducted 
to evaluate the attractiveness of the printing industry and NPS's competitive position in it. 
Porter's Five-Forces Model of the Commercial Printing Industry 
Supplier Power: 
• High 
• Essentially only one papL'f supplier 
• Press & equipment. takes weeks to 
receive parts sometimes 
• Service is unique 
• Cost of changing is high 
Threat of New Entrants: 
• Low 
• Specialist J.mowledge 
• Economies of scale very important 
Degree of Rh·alry: 
·High 
• Very diverse competitors 
• Local and on inlemet 
• Diflerences in quali ty 
• Switching cost~ vaty 
• Costs of leaving= high 
Threat of Substitution: 
• M~>dium 
• Teclmology is inLTea~ing number of 
subs, but muny things still need lo 
be printed on paper 
Buyer Power: 
• Higl1number of customers 
• Many customers spend $8000 -
$1 0.000 per year 
• Commercial contracts impotiant 
• Technology is making subsitutes 
lllOfe COIUnlOil 
(Diagram created by Corrin Peet, 2013. Adapted from Grundy, 2006) 
Threat of New Entrants 
The time and cost of new entry into the commercial printing industry is very high. 
Offset presses generally range anywhere from $80,000 - $250,000 and require specialized 
knowledge to run and maintain them. There is also specialized knowledge required in the 
process of handling, storage of, and printing on paper. Economies of scale are important; 
the more jobs that are in production, the more efficiently the shop runs. For instance, a 
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pressman might have black ink currently on his press. In order to switch to a job that 
requires a red ink, he must wash up his press and reload the new ink. It is very efficient 
for the press person to run as many jobs as he can while the black ink is on the press. 
Degree of Rivalry 
Competition in the commercial printing industry is strong. Locally, for Location 
B, there are three players in commercial printing. Throughout the region, there is an 
offset printshop in the region of Locations C and D. Commercial printers also experience 
competition from online sources such as Vistaprint, which can offer stock items at lower 
prices. Trade printers in large city centres have also encroached on market share, as they 
too are able to offer cheaper offset printing at the same quality, simply because they are 
larger operations. 
The switching costs are low for occasional customers, but they are high for large-
volume customers who have all their artwork on file with NPS. The cost of leaving the 
market is also high because quite often printshop owners do not get a very good return on 
investment on assets when it comes time to sell their businesses. 
Buyer Power 
NPS has a very large customer base, with the average customer spending between 
$8,000 and $15,000 annually. NPS's largest printing customer is Canfor, which spends 
over $100,000 yearly on printing alone. Naturally, the larger clients have significant 
buying power. 
Supplier Power 
Supplier power for this industry is high. There is only one supplier for large skids 
of paper, Spicers Canada, and one for envelopes, Supremex. These two suppliers are 
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large national companies, and they maintain control over the price of paper for NPS. 
Orders for paper are made twice weekly, with shipments coming primarily from 
Vancouver on overnight transport. 
Presses and press equipment also have limited suppliers. Professional 
maintenance of offset presses is difficult to attain, with maintenance contractors often 
taking weeks to replace parts. Fortunately, pressmen and bindery workers are often able 
to repair their own equipment, and NPS simply has to order the parts . 
Threat of Substitution 
The threat of substitution is moderate, with technology to replace traditional paper 
communications growing and changing rapidly. However, with the confidential and 
highly important forms that are often printed, many clients have not switched to fully 
digital operations. 
Role of Complements 
Design services play a large role as complements to commercial printing. NPS 
Commercial Printing has slowly grown its graphics department and is beginning to 
handle larger, more complex design jobs. 
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Chapter 5: Recommendations for NPS 
Section 5.1: An MBO is suitable for NPS 
Based on a review of the literature, NPS has many of the preliminary 
characteristics to ensure a successful management buy-out. The industries in which both 
companies exist in are stable, with relatively low levels of merger activity. This means 
that the company will not need to rely on debt to expand or acquire another company 
within the next five to seven years while the management team pays off its debt. As 
mentioned in the introduction, the company is a second-generation family owned 
business but there are no third generation family heirs interested in purchasing the 
company from the current owner. This means the current ownership structure is not 
complex, consisting of one single owner. This ensures there will not be other family 
members vying for a say in the sale price. 
The basic valuation performed on each company confirms that finding a single 
buyer who can afford the purchase price may prove difficult. The company is on the cusp 
of two potential purchasing groups: not quite large enough to attract the interest of large, 
international, strategic buyers, but too large to be afforded by an independent, individual 
third party buyer. Based on this valuation, the buy-out will be comparatively small. While 
there will still be a substantial reliance on debt, management should be able to retain 
enough ownership in the company to ensure the buy-out does not experience an early exit 
due to equity investors exiting to realize their return on investment. 
While the reliance on debt will be high, there should not be any issues in attaining 
this debt from banks and other financiers . The company itself has a strong credit rating 
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and the owner has a good rapport with the ban1c This will be an advantage, as the owner 
will have a part in connecting, the management team with the appropriate lenders. 
Finally, the owner is passionate about the business, and will want to see the 
management team and employees succeed. He is likely to maintain relationships with 
suppliers and customers during the transaction, and in the year following. Since the 
owner is well known in the community and commonly associated with NPS, this will be 
important to the success of the management buy-out. 
Based on the high level of integration between the Office Professionals and 
Commercial Printing businesses, it is advisable that the two be purchased together at the 
same time by the same management team. Were they to be purchased at separate times 
and by separate management teams or individual buyers, one could not expect the two 
companies to maintain the same direction or benefit from mutual contracts with large 
clients. 
Section 5.2: Needs of NPS 
In five to seven years, Mr. Davis will be looking to sell his company. In order for 
a management buy-out to be successful, the appropriate management positions need to be 
created and filled within the next six months to a year. This allows five to six years of 
training for these managers to fully understand every scope of the business. 
NPS's future strategic direction is likely to continue as it has for the last several 
years. The future management team will continue to pursue large, contractual accounts 
with strong clients in the forestry and mining industries. They will want to further 
strengthen the current partnerships with clients both large and small, ensuring that the 
company's services become invaluable to these clients. In the Location D, retail sales 
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have lost much of their market share to its competition, Staples. This is largely due to 
location and retail floor space. The new management team will want to review this and 
revise the division's product offerings to focus on what are currently successful products. 
Those products being office furniture, print and copy services, and commercial accounts 
for stationery and office supplies. 
NPS also needs to create a stronger brand image and marketing strategy. As big-
box retailers continue to encroach on market share in the more rural centres where NPS 
has traditionally maintained a strong customer base, a convincing marketing and branding 
strategy will need to be created and maintained. This will be the task of the new 
management team. 
As mentioned in the case, NPS has ten different divisions including Locations B, 
C, and D. Some of these will require specific knowledge and skills from employees and 
management to continue running effectively. The commercial printing, digital copying 
and promotional departments are the three primary divisions that require technical 
expertise. 
According to the findings of the literature review, the members of the 
management buy-out team typically consist of a leader, a financial officer, and a sales 
and marketing officer. Occasionally in industries where there is specific technological 
knowledge needed, a fourth member who is knowledgeable of the specific technology is 
included. In the example ofNPS, because the technology-specific divisions do not 
represent the income drivers for the entire company, a second tier of management that 
has the necessary skills and abilities for running each of these divisions will be sufficient. 
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Section 5.3: Profiles of Management Positions 
Based on where NPS is at this time, the needs of the company will be best 
covered by a Chief Executive Officer (the Leader), a Chief Financial Officer, and a Chief 
Marketing Officer. Below are the action profiles, or job descriptions, of these key 
positions. The knowledge, skills, and abilities of the top three management positions 
should be measureable, or at least observable. These descriptions are best used if the 
current owner performs a gap-analysis on his company. If he is able to find someone 
within NPS that show potential to be trained for one of these positions, then the 
promotion and training process can begin. If one of these positions cannot be filled in-
house, then the owner will have to consider hiring outside the company for that particular 
position. See Appendix 2 for the proposed organizational charts for NPS. 
As the team develops over the course of the five years leading up to Mr. Davis's 
retirement, it is imperative that the members of the team maintain the same goals and 
vision for the management buy-out. While there is some overlap between these positions, 
the team members must remember their individual job descriptions and obligations. The 
team will fall apart if members begin to overstep their boundaries and allow egos to 
overcome sound business decisions . As he begins to offload decision making 
responsibilities from himself to his management team, he should continue to check in 
with each of them individually at least twice yearly to ensure there are no growing 
problems. 
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Chief Executive Officer (Leader) 
Essential Functions: 
• Manage day-to-day operations. 
• Work closely with other senior level managers to create and maintain short-term 
and long-term strategic goals and plans. 
• Work closely with Chief Financial Officer to make informed decisions on large 
purchases and budgets. 
• Ensure there are capable, knowledgeable mid-level managers running the 
divisions. The CEO should ensure these managers have opportunities for 
professional development in new technologies and management techniques. 
• Manage issues that arise with established distribution channels such as problems 
with couriers and unexpected rises in costs. 
• Maintain relationships with suppliers, CIS in particular. 
• Attend AGMs, conferences, and tradeshows held by suppliers and industry 
leaders to maintain up-to-date knowledge on new products and technology. 
• Attend local tradeshows and conferences on behalf ofNPS. 
• Play an active role in community improvement associations. As a business that 
encourages its customers to support local businesses, it is important for NPS to 
support local initiatives. 
Knowledge and Skill Requirements : 
• Certification I Designation: preferably a business degree such as a BComm. or an 
MBA. 
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• A basic understanding of the essential financial statements such as balance sheets, 
income statements and cash flow statements. This will be important when 
working with the CFO. 
• A minimum of five years of managerial experience in the office supplies industry 
at the beginning of the succession plan. 
• Computer literate. Must know basic applications such as Microsoft Office, and be 
able to learn pertinent software used by NPS for invoicing and billing. 
• Competent writing skills; must be able to compose proposals and other 
professional letters and emails. 
Personal Attributes: 
• Has a strong vision for the overall strategy for the company. 
• Able to work effectively as part of a team with minimal ego involved. 
• Not averse to financial risk. 
• Disciplined with personal finances and will have the means to bring forth the 
equity needed to be a part of the buy-out. 
• Is able to commit the hours required to be an effective executive manager. 
• Ambitious, entrepreneurial and committed to the company's success. 
Chief Financial Officer 
Essential Functions: 
• Oversee accounting department employees and assist when needed. 
• Meet with division managers regularly to discuss the financial statements of their 
departments. 
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• Create budgets and metrics for each division and for the company as a whole. 
• Maintain financial records for all divisions and for the company as a whole. This 
includes balance sheets, cash flow statements, and income statements. 
• Create financial forecasts based on the financial statements listed above. 
• In the years following the buy-out transaction, monitor the debt obligations and 
ensure the company is paying them off in a timely fashion. 
• Work closely with CEO and CMO to create long-term and short-term growth 
strategies for the company. 
• Meet regularly with CEO and CMO to review financial statements, budgets, and 
metrics. 
• Ensure sales volume rebates from CIS are correct and that the rebates are 
distributed to the correct divisions. 
Knowledge and Skill Requirements: 
• Certification I Designation: an accounting or financial certification such as a CA, 
CMA,orCFM. 
• At least five years of experience in a managerial accounting or finance position. 
• At least two years of experience in the office supplies business. 
• Must be computer literate. Able to utilize Microsoft Office as well as other 
pertinent programs used by NPS. 
• Knowledgeable of pricing structures for all divisions of the company. 
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Personal Attributes: 
• Able to collaborate effectively with a team; take direction from the CEO but also 
provide strategic, creative ideas. 
• Adaptable and able to commit the time required to effectively perform the tasks of 
the job. 
• Not averse to financial risk. 
• Disciplined with personal finances and will have the means to bring forth the 
equity needed to be a part of the buy-out. 
• Ambitious and entrepreneurial. 
Chief Marketing Officer 
Essential Functions: 
• Maintain graphic standards for NPS and create and/or oversee all marketing 
campaigns and designs for the company. 
• Oversee sales team and assist in the creation of new sales strategies. 
• Meet with the CEO and CFO on a regular basis to review these strategies, as well 
as provide input on overall corporate strategies. 
• Create sales targets and relay them to the sales team and monitor the team's 
success in meeting these targets. 
• Satisfy the needs of challenging clients. 
• Ensure sales team is trained and knowledgeable on the latest products and 
services offered in the various divisions. 
• Attend local tradeshows and conferences on behalf ofNPS. 
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• Maintain relationships with large, corporate clients. 
Knowledge and Skill Requirements: 
• Some post-secondary business education such as a BComm with a major in 
Marketing. 
• Demonstrates an understanding of the pricing structures of the company. 
• Demonstrates comprehension of the processes of each division. 
• At least ten years of experience in sales at the time of the creation of the 
management buy-out team. 
Personal Attributes: 
• Outgoing, and comfortable in presentations and in speaking to clients. 
• Comfortable managing large clients and representing the company when pursuing 
large corporate accounts. 
• Able to work well as part of the management team. Is agreeable, and able to 
provide logical, feasible strategies, while not allowing ego to prevent the team 
from making a decision. 
• Not averse to financial risk. 
• Disciplined with personal finances and will have the means to bring forth the 
equity needed to be a part of the buy-out. 
• Able to commit the time required to effectively perform the tasks of this position. 
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Section 5.4: Ownership Structure and Debt Allocation 
There are several ways to divide the ownership and allocate the debt. Based on 
where the company is at today, using fmancials from the 2011 fiscal year, the author has 
created a theoretical financing structure for the potential management buy-out. 
As mentioned, it is advisable that both the companies are purchased at the same 
time, by the same management team. For the purposes of maintaining anonymity, an 
arbitrary value of $1 million was used to demonstrate the value of the company. 
Financing Structure: 
The financing structure will potentially flow as follows: 
Total Value of Company: 1,000,000 
Bank Loan on Assets: (280,000) 
Management Equity: (230,000) 
Subordinate Financing: (190,000) 
Employee Share Ownership Program: (150,000) 
Vendor Loan: (150,000) 
Financing Gaps: 0 
According to the literature review, typically a bank will provide a loan using the 
company's current assets as collateral. This usually amounts to two to three times the 
EBITDA. Subordinate financing will often be roughly one to two times the EBITDA of 
the company. Refer to Appendices 3 and 4 for the financial statements for NPS for 2010 
and 2011. 
Using the same technique as WBM Business Machines in the literature review, it 
is assumed that management will be able to use their bonuses over the course of the five-
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year plan to go towards equity in the company. The ownership structure will be as 
follows: 
a. CEO: 25% ownership of company, paying $69,300 in personal equity. 
b. CFO: 22.5% ownership of company, paying $60,350 in personal equity. 
c. CMO: 22.5% ownership of company, paying $60,350 in personal equity. 
d. Employee Share Ownership Plan: 15% ownership split between ten mid-
level managers, paying a total of $150,000. 
e. Vendor Loan: Vendor maintains 15% ownership in the company, with the 
final $150,000 to be paid out by the executive management team or the 
company five years after the transaction. 
The employee share ownership plan (ESOP) combined with the vendor loan is an 
alternative to pursuing equity lending from a venture capitalist. Equity lending would 
place ownership outside ofthe company. While this is typical of many leveraged buy-
outs, in the interest of ensuring this MBO will last longer than a decade, it is best to keep 
ownership as much within the company as possible. 
The ESOP will need to acquire its own external financing to purchase the shares 
in the company. The ESOP Trust will repay these borrowings through voluntary 
contributions from the company, which can be tax deductible. The ESOP will only be 
available to the mid-level managers, those directly under the executive management 
team. This ownership will help to retain key employee's whose technical knowledge of 
certain divisions of the business are important to its success. 
It is also important that one member of the executive management team be given 
the opportunity to purchase a larger ownership portion of the company. In the end, there 
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should be someone who is able to make final decisions when discussions are at a 
standstill. 
Section 5.5: Timeline, Appointment of Advisors, and Contact with The 
Vendor 
Timeline 
If Mr. Davis intends to take an active role in creating and training the 
management team, he needs to begin preparations to either promote or hire the key 
personnel mentioned in Section 3. Given that he wishes to retire in the next five to seven 
years, this process needs to begin immediately. He should not expect to find the perfect 
person for the job immediately. Rather, he should assume that finding the right candidate 
will take anywhere from three to six months. 
Ideally, the CEO will be chosen first, followed by the CFO and the CMO in the 
order in which the candidates are found. It would be beneficial to have the CEO have a 
say in who is hired as part of his or her management team, as he or she will have the best 
idea as to whom will work best in the team. 
Once the team is selected, and employment or promotional offers have been 
accepted, the team should be given two to three years to become used to working 
together. Only when the team members are working together effectively should 
movements be made to initiate the buy-out. 
Finally, after nearly four years, the management team and Mr. Davis should be 
able to begin seeking the appropriate advisors to begin the buy-out process. The time 
from initiation of the buy-out to the final transaction can be expected to take anywhere 
from one to two years depending on the ease at which advisors and financing is obtained. 
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Appointment of Advisors 
As mentioned in the literature review, both Mr. Davis and the management team 
should seek advisors for the many aspects of this buy-out: 
• Each should retain a lawyer, specifically one who is familiar with pertinent 
language required for business agreements. 
• Each should retain an accountant who specializes in tax law. 
• Mr. Davis should connect the management team with his preferred bank and other 
loaning agents such as the BDC. 
• Both parties should retain the same primary advisor to guide the entire 
transaction. This advisor is typically one with a corporate finance background and 
should be someone who has lead several management buy-outs. This advisor will 
aid in all aspects of the buy out. 
In seeking these advisors, both Mr. Davis and the management team should 
acquire references from the potential advisors. 
Contact with the Vendor 
It will be important for the management team to understand Mr. Davis's agenda. It 
is likely that the management team and Mr. Davis will maintain an honest and open 
relationship throughout the development of the team and into the initiation of the buy-out. 
This will help in retaining confirmation that at the time of the initiation, Mr. Davis will 
not be seeking other bids for his company. He should make clear his minimum price for 
the company. This will avoid disappointments on both sides. Although a valuation and 
ownership structure was developed for this case, it is likely it will change in five to seven 
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years. Mr. Davis should also assume that the management team will be working on the 
buy-out during working hours. 
Section 5.6: Financial Implications for Vendor and Management Team 
The financial implications for the management team are fairly straightforward. 
The team will be inundated with debt obligations for several years, at least until the bank 
loan on assets and suborninated financing are paid offby the company. If the company 
remains profitable, the return on the initial investment will be substantial. 
The financial implications for the vendor are that he will realize his the returns on 
his investment. Since the company will still be considered a small business corporation at 
the time of the sale, in Canada, this means he will qualify for the lifetime capital gains 
exemption. This means that the first $800,000 made on the sale of the business can be 
considered tax-free (Government of Canada, 2013). Ifthe owner retains the services of a 
tax advisor, this number may increase. 
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Section 5.7: Conclusion 
In conclusion, a management buy-out is a feasible option for Northern Printers 
and Stationers. The buy-out is small in comparison to some, which can reach financing 
loads of over $100 million. This advantage ensures the ownership shares remain within 
the company, and therefore an early exit is less likely. As the owner prepares to hire or 
promote his management team, he should remember to make his decisions very carefully. 
Given the timeframe of the buy-out, there is little room for error, and it may not be 
inconceivable to hire an HR Professional to aid in these hires. Finally, as mentioned, both 
parties must seek the appropriate advisors to handle the specific details of the buy-out 
transaction that are too narrow in scope for this project. 
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Appendix 1: Current Organizational Chart for Northern Printers and 
Stationers 
Office Professionals: 
Commercial Printing: 
Appendix 2: Proposed Organizational Chart for Northern Printers and 
Stationers, Post Buy-Out 
Each division manager will manage his or her own department under the guidance and 
leadership of the executive management team. This mid-level management will have the 
opportunity to opt into the employee share ownership plan as part of the but-out. 
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